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SUBJECT: Shift Burden of Proof

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of hill as
introduced/amended

AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTSDID NOT RESOLVE THE DEPARTMENT’'S CONCERNS stated in the previous analysis of bill as
introduced/amended

X FURTHER AMENDMENTS NECESSARY .
DEPARTMENT POSITION CHANGED TO

X REMAINDER OF PREVIOUS ANALY SIS OF BILL ASINTRODUCED January 22, 1998, STILL APPLIES.
OTHER - See comments bel ow.

SUWARY OF BILL

This bill would add a new provision to the Governnent Code to shift the burden of
proof fromtaxpayers to the agencies collecting taxes in any court proceeding
under certain conditions.

This bill also would declare legislative intent to conformto the Internal
Revenue Service Restructuring and Reform Act.

SUWMVARY OF ANMENDMENT

The March 12, 1998, anendnents noved the burden of proof provisions fromthe
Revenue and Taxation Code (R&TC) to the Government Code and extended the shift in
the burden of proof to all state agencies that collect taxes rather than just the
Franchi se Tax Board (FTB).

The Legi sl ative History, Background, Current Law discussion in Specific Findings,
Fi scal I npact and Board Position in the departnment’s analysis of the bill as

i ntroduced January 22, 1998, still apply. The renmainder of that analysis is
replaced with the foll ow ng.

DEPARTMENTS THAT MAY BE AFFECTED:

STATE MANDATE GOVERNOR SAPPOINTMENT
Board Position: Agency Secretary Position: GOVERNOR’'SOFFICE USE
S 0 s 0
SA OUA SA OUA Position Approved
N NP N NP Position Disapproved
NA NAR NA NAR Position Noted
X PENDING DEFER TO
Department/Legid ative Director Date | Agency Secretary Date By: Date:
G. Alan Hunter 3/23/98

G:\BILL ANALY SES FOR MAREN\SB 1425 03-12-98 SA8F.DOC
| QR TEMDI ATE (ravs N1_QR\ 03/25/98 9:09 AM



Senate Bill 1425 (Hurtt)
Amended March 12, 1998
Page 2

EFFECTI VE DATE

This bill would beconme operative on January 1, 1999 and would apply to | egal
actions that are filed in connection with tax disputes that arise on or after
t hat date.

SPECI FI C FI NDI NGS

This bill would shift the burden of proof fromtaxpayers to the agencies
collecting taxes in any court proceeding with respect to factual issues if the
taxpayer (1) shows a prima facie justification for the factual or |ega
contention and (2) fully cooperates with the state agency in disclosing al

rel evant evidence.

For purposes of this bill, state agency includes FTB, the Board of Equalization
(BOE), the Enploynment Devel opnent Departmnent (EDD) and any ot her agency that
col l ects taxes.

This bill would not be construed to supersede or limt the application of any
| egal requirenment to substantiate any item

This bill also would declare legislative intent to conformto the Interna
Revenue Service Restructuring and Reform Act.

Pol i cy Consi derati ons

This bill would raise the follow ng policy considerations.

Shifting the burden of proof in any court proceeding could inpact every
assessnment made by the departnent and could result in reduced conpliance
and nore intrusive audits.

The Tax Executives Institute, representing approximately 5,000 corporate
tax professionals, indicated in a letter to the Congressional Ways and
Means Conmittee Chair that its organization fears that shifting the
burden of proof would result in a nuch nore intrusive IRS

Because wage earners’ and retired individuals’ records are supplied to
the IRS and FTB by enpl oyers and others, shifting the burden of proof to
taxi ng agencies in instances involving these types of taxpayers would be
sonmewhat insignificant. However, businesses dealing primarily with cash
transacti ons, those in the “underground econony,” could benefit froma
shift in the burden of proof. Such taxpayers may be nore |ikely to take
aggressive positions on returns and contest audit results. Audits would
have to be nore thorough to obtain the proof necessary to sustain audit
fi ndi ngs.

On the other hand, for many taxpayers the incone tax systemis their only
contact with government and the | arge bureaucracy frightens them Thus,
they may not protest or appeal audit findings even if they believe them
incorrect. Proponents believe that this provision would create a better
bal ance between governnent and taxpayers.
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CGenerally in civil cases the burden of proof is on the plaintiff, the
party seeking corrective action (with the exception of civil fraud). The
taxpayer is the plaintiff in all California Superior Court actions. In
addition, for tax cases the taxpayer has control of the records and
docunents necessary to ascertain the taxpayer’s tax liability.

Federal | egislation regarding the burden of proof has not been enacted.
Cenerally, state legislation is enacted after federal legislation to
allow the state to conform (where applicable) to new federal law If
this bill is enacted and the federal legislation is not the sane,

t axpayers may be confused by the differences in federal and state |aw.
Thus, state legislation in this area may be premature. Further, this
provision is much broader than the proposed federal |egislation.

Currently, the taxpayer is asked to substantiate the anpbunts reported on
the return, and deductions are considered to be a matter of |egislative

grace. The Internal Revenue Code (I RC) and R&TC have few statutes that

specifically require substantiation; the requirenent to substantiate an

itemrests mainly in case | aw regardi ng burden of proof.

| npl ement ati on Consi derati ons

This provision would raise the follow ng inplenentation consi derations.
Department staff is available to help the author resolve these concerns.

The bill is internally inconsistent. Section 1 declares |egislative
intent to conformto the Internal Revenue Service Restructuring and

Ref orm Act (which includes a burden of proof provision) while the burden
of proof provision in Section 2 is inconsistent with the proposed federal
| egi sl ation. The proposed federal legislation (1) limts the burden of
proof shift to the smaller taxpayers, (2) defines what is considered
“taxpayer cooperation,” and (3) limts the provision to court proceedings
arising in connection with “exam nati ons” comrencing after the date of
enact ment .

The ternms “prima facie justification” and “cooperates fully” are not
defined. Undefined ternms can | ead to disputes between taxpayers and the
depart nment. Further, the term “evidence rel evant thereto” is subjective;
t axpayers and FTB may di sagree about what is rel evant.

If the intent is to pattern California |law after the federal provision

it my be better to conformby referencing the federal provision so that
federal regulations (which should be provided by the IRS to clarify these
ternms) are effective for California purposes.

One significant departnment workload is assessnents based upon federal
Revenue Agent Reports (changes made by the IRS to gross incone or
deductions reported on the federal return). Currently, such adjustnents
are presuned to be correct. It is unclear whether this provision would
remove that presunption and require the departnent to prove that the
changes made by the IRS to the federal return are correct.
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Currently, FTB generally retains taxpayer records for a period of three
to four years and then destroys them as authorized under R&TC Section
19530. Shifting the burden of proof to the department may require | onger
retention of records and increased costs for storage.

The potential of a shift in the burden of proof would require FTB to
engage in nore extensive evidence gathering activities. This may require
personnel additions to the audit and | egal staff.

Under certain conditions, this bill would shift the burden of proof to
FTB in ascertaining the “tax liability” of a taxpayer. It is unclear
whet her the burden of proof would be shifted to the FTB on issues rel ated
to penalty and interest. |In sone current statutes, tax includes
penalties and interest, and in others it does not. The bill should

speci fy whether “tax liability” includes penalties and interest.

Techni cal Consi derati ons

Amendnent 1 woul d replace “board” with “state agency” to reflect the
March 12, 1998, anendnents to include all state agencies.



Marion Mann DeJong
(916) 845-6979
Doug Bramhal |

FRANCHI SE TAX BOARD S
PROPOSED AMENDMENTS TO SB 1425
As Amended March 12, 1998
AVENDMENT 1

On page 2, line 20 strikeout “board” and insert:

state agency



